INTRODUCTION
In the early 1990s, the United States began to run a significant trade deficit with China due to the dual forces of greater trade liberalization and China's transition from a command economy towards a market economy. Proponents of free trade with China argue that greater integration will lead to a convergence of interests that reaches beyond economics. Despite growing economic and cultural ties with China, the U.S. still maintains military assets to defend Taiwan. Large scale conflicts on the order of cold war expectations are unlikely due to the growing importance of multinational entities such as international institutions, corporations, and nonprofits. This means that developed nations must contend with world opinion or forego the assistance of these groups in pursuing national interests. Situations such as Taiwan could limit economic integration and potentially introduce long term political risk with an impact on the U.S. economy similar to the Middle East effect on oil price.
While the Chinese government presents itself as a monolithic entity to foreigners, the ability of the central government to enforce policy differs greatly throughout the country.
The potential for political instability will likely increase as China becomes more integrated with the rest of the world. Western nations have already experienced the challenges of applying World Trade Organization regulations on market driven economies. The effects will be even more difficult to manage in China's hybrid economy. The Chinese government's primary concern is to govern the entire nation with diverse cultures, languages, and economic interests despite a lack of infrastructure and strong institutional development. To do this without some form of participatory government requires a population which is not critical of government policies. This is achieved through the promise of economic growth.
The first section of the paper will review the current literature on financial integration and trade liberalization. Many analysts have commented on China's increasing foreign reserves. The US trade deficit with China is primarily financed through the sale of US treasury bonds and the Chinese central bank is one of the largest buyers of these securities. A substantial decrease in the demand for these securities could lead to a (Capstone Project Title) Senior Capstone Project for (Member's Name dramatic increase in the US interest rate. While China may not reduce the amount of Dollars purchased, the use of these reserves is also controversial. China's accumulation of Dollars has been used to secure resources in Africa and oil in the Middle East. While
China's leaders may be inclined to keep large currency reserves to support future exchange rate policy, there remains an increasing amount of Dollars which cannot be spent. This Dollar surplus is a potential threat to world economic stability.
The second section will describe the current trade relationship and the challenges ahead. In addition to the trade deficit and the exchange rate, the U.S. has recently imposed countervailing tariffs on glossy paper products to offset subsidies provided by the Chinese government. The terms of China's accession to the WTO have been difficult to implement due to both caution on the part of the Chinese government and the ability of the government to enforce policy. Over the past several months, the U.S. has adopted a tougher stance on Chinese trade conflicts largely as a response of the Bush administration to a democratic congress rather than a change in American trade policy.
Previous incidents have introduced temporary volatility into American financial markets, but could China introduce sustained volatility? If so, what would be the long term impact of sustained market volatility to the U.S. economy? The third section will explain the degree to which the U.S.-China trade relationship can introduce volatility in the U.S. markets and explain its long term effects. The U.S. attracts large amounts of foreign portfolio investment based on the relatively low risk and efficiency of American markets.
A lack of capital controls combined with America's dependence on foreign capital could cause a significant decrease in investment if the market were perceived to be too risky when compared to the rate of return. While capital flight on the scale of the Asian financial crisis is unlikely, any substantial loss of foreign investment could significantly impact American economic growth.
The long term impact of a sustained current account deficit must be considered in terms of the valuation and portfolio balance effects. The relationship between the current account, exchange rate, and the national debt will be examined in order to determine the amount of a sustainable current account deficit. The conclusion will place the U.S.-
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China trade deficit in perspective with a brief description of the Gulf Cooperation Council's relationship with the U.S. This section will also describe the U.S. policies necessary to prepare for a stronger Chinese economy with a floating exchange rate.

LITERATURE REVIEW
Since the 1980's, the U.S. has run a current account deficit much of which can be attributed to the trade relationship with China. There are generally two perspectives from which to view the situation. The pessimistic view holds that Americans are living beyond their means by borrowing from other countries in order to fund consumption and investment which exceeds domestic savings. The optimistic view is that U.S. markets attract more foreign capital because of a more competitive risk to return ratio. In either case, the real question is sustainability. Sumner defines the current account deficit as being sustainable if "neither it, nor the associated foreign capital inflows, nor the negative international investment position are large enough to induce significant change in economic variables such as, consumption or investment or interest rates or exchange rates." 1 If the current account deficit is large enough, interest payments will affect consumer spending and investment thereby reducing GDP growth potential. According to Mann (2002), a higher initial long term growth rate will allow the current account deficit to persist longer before affecting future growth. 2 "For industrial countries, a ratio of current account deficit to GDP of somewhere between 4 and 5 percent appears to be associated with the onset of economic forces that reduce consumption and particularly investment and change the trajectory of the current account and return it to sustainable territory." 3 Mann also qualifies this statement by conceding that a comparison of the U.S. to other industrial countries may not be accurate due to the amount of foreignpurchased U.S. assets. In other words, the U.S. is able to attract much more foreign capital than other nations because of exogenous factors such as reduced risk in the form of the regulatory and legal environment.
A loss of confidence in the Dollar can cause investors to react in two ways: demand a risk premium on U.S. securities or downgrade long term real exchange rate equilibrium estimates. If investors wanted to move their money out of the U.S., Krugman (1989) 1 Mann, 134 2 Mann, 143 3 Mann, 144 (Capstone Project Title) Senior Capstone Project for (Member's Name says that the result will be a fall in price with few actual sales. This means that the weakening of the Dollar is the first sign of investors' loss of confidence in the Dollar, not capital flight. On the other hand, a small Dollar depreciation is not cause for alarm. In the short term, a decline in the Dollar does not affect the current account because trade flows take years to respond to exchange rates. 4
The weakening Dollar hurts the U.S. because foreigners are able to buy up American assets rather than simply causing American goods to become more competitive. This explains the downside of the J-curve. If trade flows adjusted quickly to exchange rates, U.S. assets would increase in price to make up for higher demand causing the Dollar to appreciate. Trade flows take several years to adjust to exchange rate changes due to setup costs and sourcing contracts as opposed to the trade in financial assets which can take seconds. This results in capital flows being more responsive to the exchange rate than the current account. Kraay and Ventura (2002) showed that trade integration defined as the movement of goods from having prohibitively high transportation costs to negligible transportation costs increases the volatility of a country's trade balance. Trade integration limits the movement of the terms of trade mitigating the stabilizing effect on the trade balance.
This means that both supply and demand shocks have greater effect on the economy. 5
Supply side shocks affect the economy differently depending on the level of trade integration. With less integration "…shocks that raise labor productivity primarily raise the production of goods already produced in the country, and this lowers their prices and worsens the terms of trade…Similarly, shocks that lower labor productivity improve the terms of trade, moderating the resulting trade deficit." 6 On the demand side, transportation costs cause a preference for domestic goods. Shocks which increase spending improve the terms of trade while negative shocks worsen the terms of trade because consumers' preferences cause a greater change in spending on domestic goods than foreign goods. 4 Krugman, [32] [33] 
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There are two instances in which trade integration will not cause greater volatility. The first is that newly traded goods benefit much more from comparative advantage than previously traded goods. This situation is unlikely because high transportation costs encourage trade in goods with the greatest comparative advantage. As transportation costs decrease, more goods with less comparative advantage will be traded. If transportation costs continue to fall, trade integration will be biased towards goods with weak comparative advantage.
The second instance is that preferences are extremely risk adverse. In this case, risk aversion is determined by the extent to which changes in the terms of trade affect spending. If changes in the terms of trade affect spending, a risk aversion coefficient greater than 1 will introduce greater volatility in the trade balance. Conversely, a risk aversion coefficient less than 1 will decrease trade balance volatility. This effect is 
Whether it is volatility from terms of trade or from the exchange rate, output volatility has a negative influence on growth. In developed countries, one standard deviation of volatility decreases per capita annual growth by one third of a percentage point. 9 This situation aggravates attempts to rebalance the current account because the fiscal deficit also limits how large the current account can grow before affecting output. 10 Reduced growth caused by terms of trade volatility could begin a feedback loop which would require enormous fiscal discipline to stop. The Brookings Institute paper concludes that the U.S. current account deficit is so unprecedented that future effects cannot be accurately predicted from historical data. 11 9 Ramey and Ramey, 1141 10 Blanchard et al., 21 11 Obstfeld et al., 110 (Capstone Project Title) Senior Capstone Project for (Member's Name
CURRENT TRADE RELATIONSHIP
China's real annual GDP growth has averaged about 10% for the past four years and today it ranks as the second largest economy in terms of purchasing power parity. While private consumption accounts for only 38% of GDP, China's sustained high growth rate has been fueled by exports rather than domestic consumption. As such, China's current account balance has increased by about 578% since 2002. Despite this level of sustained growth, inflation has remained under control and is currently at 2.7%. 12 China still utilized price control particularly in the energy sector which artificially limits inflation however, the government is slowly moving towards a market economy and price controls are likely to be short lived. The Chinese currency goes by two names depending on its usage. The Yuan is often used to describe the value of the entire currency whereas renminbi, the People's Currency abbreviated RMB, is used when discussing a price.
In 1980, the U.S. and China provided mutual most favored nation treatment in order to strengthen the diplomatic relationship established in 1979. 13 This agreement stipulates that each country must extend the same trade agreements to each other as they extend to their most favored trading partner. After a brief surge in U.S. exports, the trade balance began falling at an increasing rate. This has been a cause of concern as it relates to the growing net debt position of the U.S. and the exchange rate between the Yuan and Dollar. Disagreements over China's WTO responsibilities exacerbate these problems by causing many people to call for protectionist measures such as tariffs and quotas in order to respond to what is perceived as unfair trade practices.
As of 2005, China is the United States' third largest trading partner behind Canada and
Mexico and is second only to Canada as a source of imports. 14 China has a fixed exchange rate in which the Yuan is widely regarded as being undervalued relative to the Dollar. This causes Chinese exports to be more competitive than U.S. goods resulting in a current account deficit. The trade deficit has been blamed for the loss of consumer 12 Economist Intelligence Unit 13 Morrison, 1 14 Morrison, ii (Capstone Project Title) Senior Capstone Project for (Member's Name goods manufacturing jobs in the U.S. because many U.S. firms cannot reduce labor costs enough to make a profit while setting a competitive price for their goods. Many Chinese businesses are wholly or partially state owned. This also causes concern for policy makers when government owned firms purchase U.S. firms in strategic industries.
Trade Deficit
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-25,000 -20,000 -15,000 -10,000 -5,000 0 5,000 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 Monthly This effectively means that China is loaning money to the U.S. to purchase Chinese goods and services. According to Mann (2002) , financial inflows compensating for the entire U.S. current account deficit amount to only 6% of world savings. 15 Most of the financial account surplus from China is a result of the central bank purchasing U.S. 15 Mann, 145 (Capstone Project Title) Senior Capstone Project for (Member's Name treasury bonds. The interest payments on these bonds imply that the U.S. cannot sustain the trade imbalance indefinitely without accumulating more debt in the process.
Currently, China is the second largest buyer of U.S. treasury securities and has already amassed over one trillion in reserves. 16 China's large purchase of U.S. bonds allows the U.S. to finance its debt without raising interest rates. The Economist reports that U.S.
bond yields could be about 1.5 percentage points lower due to China's reserve assets. 17 One of the concerns over the rising U.S. current account deficit is that foreigners will eventually reduce U.S. investment as financial markets develop in other countries which offer a higher rate of return despite the increased risk. This would place additional downward pressure on the Dollar leading to a reduction in the current account deficit which decreases capital inflows. Assuming the domestic savings rate is constant, total savings decreases with the current account deficit causing interest rates to increase. The exchange rate system is also tied to the central bank's monetary policy. The PBOC buys Dollars with RMB to keep the value of the Yuan closely linked to the Dollar. In order to prevent inflation, the PBOC must sterilize Dollar purchases by issuing bonds which counteract the money supply increase. If the current situation continues, the amount of outstanding bonds will grow to the point where it will begin to crowd out business investment. This will lead to greater financial market inefficiencies which will limit the return on investment throughout the country. The PBOC currently relies more on reserve requirements than selling bonds to reduce the domestic money supply not out of concern for the crowding out effect, but because interest paid on deposits with the central bank are much lower than interest payments on government bonds. Due to the country's rapid development, China has had difficulty building the regulatory framework necessary to oversee private business.
China has a weak history of enforcing international working conditions and environmental standards. This allows businesses to reduce costs more than foreign competitors. Government involvement in private business allows for greater influence through subsidies and bank loans. Other trade practices such as selling at less than fair As part of the accession terms, China agreed to "grant full trade and distribution rights to foreign enterprises." 29 Foreign firms are also required to be treated in the same manner as domestic firms. This section also prohibits the use of dual pricing systems.
Local businesses continue to utilize price discrimination due to a lack of regulations and difficulties in enforcement. Currently, the information ministry requires foreign financial information companies to distribute their services through the Xinhua news agency. 30 China requires foreign firms in certain industries to form joint ventures with domestic firms in order to gain access to the Chinese markets. Chinese firms benefit from management and technology transfer while foreign firms can quickly access the market without developing their own subsidiaries.
While Intellectual Property (IP) rights protection has been controversial with regard to China, adoption of western regulations will not completely solve the problem. China has difficulties enforcing the rule of law in various domains of society and more legislation will not change the behavior of Chinese individuals, businesses, or local governments.
Oftentimes, proximity to Beijing combined with local business influence is what 25 The Economist, 2 April 2007 26 Lum and Nanto, 3 27 Lum and Nanto, 3 28 Morrison, 1 29 Morrison, 9 30 The Wall Street Journal, 11 September 2006 (Capstone Project Title) Senior Capstone Project for (Member's Name determines how local governments enforce IP regulations. This is tied directly to China's system for political advancement. Local government officials are evaluated by the economic development of their region. As a result, politicians are eager to promote foreign direct investment and are not motivated to enforce regulations which may restrict Chinese businesses from profiting from foreign intellectual property.
China is in a unique position to affect world technology standards by developing domestic standards with the confidence that foreign firms will follow in order to access This will lead to either cooperation or conflict with foreign firms and is situational 31 Suttmeier and Yao, 35 (Capstone Project Title) Senior Capstone Project for (Member's Name dependent. Chinese policy makers realize that domestic firms are not mature enough to directly compete with multinational corporations. An alternative to direct competition is the promotion of new standards which can be licensed or used as leverage for promoting partnerships that include technology transfers. While government policies and procurement are insufficient to accomplish this on their own, the promise of access to the Chinese market as well as the competition of multinationals can provide the power necessary to challenge western technology standards. Shen (2005) suggests that China simply faces a decision between a weak or strong IP regime but that the decision is complicated by economic considerations. Some theorists in developed countries argue that a strong IP regime promotes foreign direct investment and encourages domestic development. Shen argues that a strong IP regime only benefits established multinationals because of the costs associated with research and development as well as the legal costs to combat the violation of IP protection. While this may be true in a free market economy with strong IP enforcement; this is clearly not the situation in China. Whether or not China accepts strong IP regulation is less important than enforcement and the strength of the judicial system. The example of the "four little Asian tigers" shows that economic growth may develop in weak IP environments by allowing technology transfers to occur from foreign multinationals to domestic firms. Developing countries have an interest in maintaining loose IP regulations and enforcement in order to enhance economic growth.
The main obstacle to developing an effective regulatory environment in China is the regional government promotion system. Local governmental leaders are evaluated primarily based on the economic growth of their cities or provinces leading to a strong incentive for regional governments to allow businesses to cut corners in order to stay competitive and attract new firms by promising a favorable business environment.
Similar conflicts of interest exist in democratic systems through campaign financing but the lack of direct voting and freedom of the press makes the situation in China difficult to change.
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LONG TERM IMPACT
Over the past several years, the U.S. -China trade relationship has become of increasing concern. Nearly every labor intensive industry has attributed their woes to what in the U.S. is perceived as unbalanced trade with China. If the current trade with China is considered unbalanced, what is the impact to the American economy? This question can be addressed in two ways.
First, does the reliance on a foreign market for increasing amounts of goods affect the ability of the economy to respond to changes in resource prices and demand fluctuations? While transportation costs have declined substantially, the complexity of supply chain management, communication, and transportation time remain barriers to a responsive market. Additionally, multinational finance generally creates risk which smaller firms may find either too difficult to manage due to the country's financial development or too costly to hedge with financial instruments. Many Chinese firms face these problems due to China's developing banking system and the relatively smaller size of Chinese firms as compared to older, western multinational corporations.
If a substantial amount of goods are produced abroad, consumers will not be able to substitute domestic goods as foreign goods become more expensive. The price volatility caused by foreign firms could lead to consumption volatility in the domestic market.
Persistent volatility in the American economy would eventually cause foreign investors to reduce capital inflows to the U.S. unless interest rates increase. If the U.S. cannot attract enough foreign capital, the current account must decrease by the same amount as the decrease in capital inflows. Balance would only be restored by much higher interest rates and less foreign goods causing prices on domestic goods to dramatically increase.
The second approach to the trade balance problem is to start at the end and work our way backwards. First, we find a sustainable current account balance; then we calculate the exchange rate adjustment needed given the U.S. current net debt position. In order to find a sustainable current account balance, we must understand the cause. The current account deficit is explained by faster consumption growth relative to domestic (Capstone Project Title) Senior Capstone Project for (Member's Name production and consumer preference for foreign goods over domestic goods. The financial account surplus is simply foreign demand for U.S. equities and bonds which enables the current account deficit to continue. In 2005, Blanchard, Giavazzi, and Sa developed a unique and straight forward model that assumes imperfect substitution between foreign and domestic goods and financial instruments. The sustainability section will discuss this model in more detail. Another regression separating the U.S. openness index into individual country trade flows also yielded statistically insignificant results. While serial correlation was a concern, the generalized least squares model was applied using the AR(1) method. The resulting Durbin-Watson statistic allows us not to reject the hypothesis of no serial correlation in the two tailed test. China's less developed financial system may impact on U.S. economic volatility, but the effect is either negated by other U.S. trade partners or is not significant.
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Sustainability
If there is no threat of volatility from increased trade, is the current trade relationship sustainable? This question must be addressed in terms of the time necessary to reach equilibrium. It is reasonable to assume that in the long run China will float the Yuan and implement liberal economic policies similar to those of the developed world. A floating exchange rate combined with a drastic reduction in tariffs and subsidies would allow the trade deficit to move towards equilibrium over the long term but the conditions during the adjustment period may be unacceptable without government intervention. keep interest rates constant. Since this situation is not likely to occur for several years, GDP growth must be taken into account. Blanchard, Giavazzi, and Sa (2005) propose that a sustainable current account deficit can be calculated as g(F/Y) where g is the nominal GDP growth rate. 36 Assuming that the ratio of net debt to GDP can be sustained at 26% and nominal GDP growth averages about 3% per year, the U.S.
Trade Weighted Dollar Value
can run a deficit of 0.79% of GDP without increasing the debt to GDP ratio (3%*26%). Keeping in mind that the current account deficit was 6.35% of GDP in 2005, it would need to adjust by 5.56% (6.35%-0.79%). The current tax treatments of Individual Retirement Accounts (IRA's), 401k plans, and other retirement contribution plans are a good start, but the U.S. needs to do more to encourage savings. Credit needs to be more regulated in order to prevent consumers from taking on more debt than they can afford. This problem has recently surfaced in the sub-prime lending market where low interest rates and rapid housing appreciation led to banks granting variable rate mortgages to people with insufficient income and little to no equity to prevent foreclosure when interest rates increase. As social security benefits decrease, Americans will begin saving more but the use of credit will require government regulation for any net benefit to national savings to be realized.
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